
17-1ANALYSIS AND
INTERPRETATION  OF

FINANCIAL STATEMENTS
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Who analyzes financial statements?

Internal users - management

External users ïinvestors & creditors

Financial Statement Analysis
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What do internal users use it for?

Planning, evaluating and controlling 

company operations

What do external users use it for?

Assessing past performance and current 

financial position and making predictions 

about the future profitability and solvency 

of the company as well as evaluating the 

effectiveness of management 

Financial Statement Analysis
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Information is available from: 

Financial statements

Auditorôs report (Independent 

accountants)

Managementôs discussion and analysis

Financial Statement Analysis
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Horizontal Analysis

Vertical Analysis

Ratio Analysis

Methods of

Financial Statement Analysis
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Horizontal Analysis

Uses comparative financial 

statements to calculate dollar and or 

percentage changes in a financial 

statement item from one period to the 

next.
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Calculating Change in Dollar Amounts

Dollar

Change

Current Year

Figure

Base Year

Figure
= ï

Horizontal Analysis 
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Calculating Change as a Percentage

Percentage

Change

Dollar Change

Base Year Figure   
100%= ×

Horizontal Analysis 
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Sample Balance Sheet 

Horizontal Analysis
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Sample Income Statement

Horizontal Analysis
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Vertical Analysis

Each item is expressed as a 

percentage of a significant total, e.g., 

all income statement items are 

expressed as a percentage of sales 

and balance sheet items as a 

percentage of assets.
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Vertical Analysis Statements

Income 

Statement

Percentage

%

=
Item          

Net Sales

Balance 

Sheet

Percentage

%

Item          

Total Assets
=

X 100

X 100
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Sample Balance Sheet

Vertical Analysis
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Sample Income Statement

Vertical Analysis
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Trend Percentages

Show changes over time in 

given financial statement items 

(can help evaluate financial 

information of several years)
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Ratios

l Financial Ratios are mathematical comparisons of 
financial statement account balances or categories. Most 
of these ratios result from dividing one account balance 
or financial measurement by another. If you recall, back 
in elementary school arithmetic you studied fractions. 
That's what ratios are. These relationships between the 
financial statement accounts serve as indicators and help 
internal company management, owners, and creditors 
understand how well a business is performing and what 
areas need improvement.
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Ratio Analysis

Expression of logical relationships 

between items in financial 

statements. 
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Ratios

How do you use them ?

As indicators to help internal company management, 
owners, and creditors understand how well a business 
is performing and what areas need improvement.

Financial ratios allow you to be able to make the 
following comparisons:

Å Industry Averages

Å Competitors

Å Your own ratios from current and prior years

Å Your planned ratios for the current and future years
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Ratios can be expressed in three 

different ways:

1.  Ratio       (Ratio of 2:1)

2.    %           (Percentage of 2%)

3.   Decimal

Number  (Number of 2.0) 

Ratios
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Categories of Ratios

Profitability Ratios - Indicate the ability of a 
business to generate income (profit) relative to 
revenue, balance sheet assets, and equity

Liquidity Ratios - Indicate a companyôs short-
term debt-paying ability

Solvency Ratios - Show the relationship 
between debt and equity financing 

Activity (Efficiency) Ratios Indicate how 
efficient a companyôs operations are performing
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Profitablity Ratios

Profitablity Ratios

Å Return on Total Assets Ratio

Å Return on Fixed Assets Ratio

Å Return on Equity Ratio

Å Gross Margin Percentage Ratio

Å Net Profit Margin Ratio
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Return on Total Assets

Return 

on

Assets

= Net Income          

Average Assets

Measures the amount of net income 

generated for each dollar 

invested in total assets during a period. 

X 100

Normally Expressed As A Percentage 10.4%
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Return on Fixed Assets

Return on

Fixed 

Assets

=

Measures a companies return on their investment 

in property, plant, and equipment.

Net Income          

Average Fixed Assets
X 100

Normally Expressed As A Percentage 24.6 %
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Return on Equity (ROE)

Return 

on

Equity
=

Net Income          

Average Equity

Important measure of the

income-producing ability

of a company. 

X 100

Normally Expressed As A Percentage 15%
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Gross Profit Margin

Net Income

to

Net Sales

= Net Sales ïCost Of Goods Sold  

Net Sales

Measures the proportion of the sales dollar

left after deducting cost of goods sold.

X 100

Normally Expressed As A Percentage 35.7%
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Net Profit Margin

Return on Sales 

Net Income

to

Net Sales
= Net Income   

Net Sales

Measures the proportion of the sales dollar

which is retained as profit.

X 100

Normally Expressed As A Percentage 8.3%
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Liquidity Ratios

Liquidity Ratios

Å Cash Ratio

Å Quick (acid test) Ratio

Å Current Ratio

Å Working Capital 
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Cash Ratio

Cash     

Current Liabilities
=

Cash

Ratio

Measures the ability

of the company to pay current

debts with cash.

Normally Expressed As A Ratio 2:1



17-29

Acid-Test (Quick) Ratio

Quick Assets     

Current Liabilities
=

Acid-Test

Ratio

Quick assets are Cash,

Marketable Securities, 

Accounts Receivable (net) 

and

current Notes Receivable.

Measures a company's ability 

to pay off short-term liabilities 

using liquid assets.

Normally Expressed As A Ratio 1:1
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Current Ratio

Measures the ability

of the company to pay current

debts as they become due.

Current

Ratio

Current Assets    

Current Liabilities
=

Normally Expressed As A Ratio 2.5:1
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Working Capital*

Working Capital = Currents Assets ïCurrent Liabilities

The excess of current assets over current liabilities.

* While this is not actually a ratio, it does give 

an indication of a companyôs liquidity.

Expressed As a Dollar Amount $52,347
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Solvency Ratios

Solvency Ratios

Å Debt to Assets Ratio (Debt 
Ratio)

Å Debt to Equity Ratio
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Debt To Assets Ratio

Debt

Ratio
=

Total Liabilities 

Total Assets

Measures the proportion

of total assets provided by

creditors.

X 100

Normally Expressed As A Percentage 45.9 %
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Debt To Equity Ratio

Equity

Ratio
=

Total Liabilities 

Total Equity

Measures a company's debt position 

as related to its equity.

X 100

Normally Expressed As A Percentage 29.8 %
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Activity Ratios

Activity Ratios

Å Accounts Receivable Turnover Ratio

Å Average Accounts Receivable 
Collection Days Ratio

Å Inventory Turnover Ratio

Å Average Days of Inventory Ratio

Å Accounts Payables Turnover Ratio

Å Average Accounts Payable Days 
Ratio
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Sales on Account          

Average Accounts Receivable

Accounts 

Receivable

Turnover

=

Accounts Receivable Turnover

This ratio measures how many 

times a company converts its 

receivables into cash each year.

Average, net accounts 

receivable
Net, credit sales

Normally Expressed As A Decimal Number 11.3



17-37

Number of Daysô Sales

in Accounts Receivable

Measures, on average, how many 

days it takes to collect an 

account receivable. 

Daysô Sales

in Accounts

Receivables

=
Average Accounts Receivable 

Net Credit Sales

X

30, 90, or 365

Normally Expressed As A Decimal Number 30.5



17-38

Inventory Turnover

Cost of Goods Sold 

Average Inventory

Inventory

Turnover
=

Measures the number of times

inventory is sold and

replaced during the year.

Normally Expressed As A Decimal Number 10.2
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Number of Days

of Inventory

Measures the average number 

of days necessary to sell 

all inventory for a period.

Days

Of Inventory
=

Average Inventory   

Cost Of Goods Sold

X

30, 90, or 365

Normally Expressed As A Decimal Number 33.3
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Accounts Payable Turnover

Net Credit Purchases 

Average Accounts Payable

Accounts 

Payable

Turnover

=

Measures how quickly a business 

makes payments to creditors and 

suppliers that grant them credit 

payment terms.

Normally Expressed As A Decimal Number 41.2
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Accounts Payable Payment Days

Measures, on average, how many 

days it takes to pay creditors. 

Accounts

Payables

Payment 

Days

=
Average Accounts Accounts Payable 

Net Credit Purchases

X

30, 90, or 365

Normally Expressed As A Decimal Number 29.8
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Sample Ratio Analysis

Data


